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In 2006 Ps received gain of $3.4 mllion upon the
term nation of a “swap” transaction. P-H was
personal ly involved in termnating the transaction and
received fromthe payor a Form 1099-M SC, M scel | aneous
| ncone, that reported the paynent. Ps retained a firm
with a lawer and a certified public accountant to
prepare their 2006 inconme tax return. Ps gave to the
firmall the 160-plus information returns they had
received fromthird-party payors, including the
Form 1099-M SC reporting the $3.4 mllion. The 115-
page return that the firm prepared reported $29.2
mllion of adjusted gross incone but omtted the $3.4
mllion fromthe swap transaction. Ps signed and filed
the return. The IRS determ ned a deficiency of tax
(which Ps conceded and paid) and an accuracy-rel ated
penalty under I.R C. sec. 6662(a), which Ps dispute on
grounds of “reasonabl e cause” under |.R C
sec. 6664(c)(1).
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Held: Ps’ reliance on their return preparer did
not constitute reasonable cause for their oni ssion of
the $3.4 mllion incone item

David H Hopfenberg, for petitioners.

Patrick F. Gallagher, for respondent.

OPI NI ON

GUSTAFSQON, Judge: This case is before the Court pursuant to
section 6213(a)! for redeterm nation of an accuracy-rel ated
penalty of $104,295 that the Internal Revenue Service (IRS)
determ ned agai nst petitioners Stephen G Wodsum and Anne R
Lovett for tax year 2006, pursuant to section 6662(a). The issue
for decision is whether petitioners had “reasonabl e cause” under
section 6664(c)(1) for omtting $3.4 million of inconme fromtheir
joint 2006 Federal incone tax return.

Backgr ound

The parties submtted this case fully stipul ated, pursuant
to Rule 122. W incorporate by this reference the stipulation of

facts filed Decenber 6, 2010, and the associ ated exhi bits.

!Except as otherwi se noted, all section references are to
the Internal Revenue Code of 1986 (26 U . S.C. ), as anmended and in
effect for the year at issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.



Petitioners’ backqgrounds

Petitioners Stephen G Wodsum and Anne R Lovett are
married. At the tinme they filed their petition, they resided in
New Hanpshire.

Ms. Lovett received a bachelor of arts degree from Yale
University in 1977, and the stipulated record shows nothing nore
about her background. M. Wodsum received a bachel or of arts
degree from Yale University in 1976 and a master’s in managenent
fromthe Kell ogg School of Managenent at Northwestern University
in 1979. M. Wodsumis the foundi ng managi ng director of Sunmt
Partners, a private equity investnent firmfounded in 1984.

Petitioners are not tax experts. But M. Wodsumis
financially sophisticated, and he has a basic understandi ng of
the taxation of interest incone, dividend inconme, and income from
t he sale of stocks and bonds.

The swap transaction

In 1998 M. Wodsum si gned an agreenent that undertook a
financial transaction that the parties describe as a “ten year
total return limted partnership |linked swap” (and that we refer
to herein as “the swap”). In entering into this transaction,

M. Wodsum was advi sed by attorney David H Hopfenberg (who, as
we show bel ow, supervised the preparation of the tax return for
the year at issue). M. Wodsumoriginally entered into the swap

with the London Branch of Bankers Trust Conpany, but Bankers
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Trust was succeeded in its interest in the swap by Deutsche Bank.
The parties’ stipulation explains the swap as foll ows:
21. The Swap required * * * [Deutsche Bank] to pay
Petitioners the value of the Reference Fund | ess the
Cal cul ati on Anbunt on the Term nation Date.

22. The Reference Fund was Spring Point Partners,
L.P., a Delaware Limted Partnership.

23. According to the terns of the Swap, the Specified
Interest in the Reference Fund was “a limted partnership
interest in the Reference Fund that would result froma
capital contribution to such Reference Fund of USD 2,612, 156
on Decenber 31, 1997, if one were to be nade.”

24. The Swap required Petitioners to make quarterly
paynments to * * * [Deutsche Bank] based upon the product of
the Notional Amount (as adjusted) times the USD- LI BOR- BBA
rate plus 1.50% (the “LIBOR Paynents”). The agreenent
further required the Petitioners to provide Collateral to
* * * [ Deut sche Bank].

After the end of every cal endar quarter, petitioners
recei ved account statenents with respect to the swap show ng the
total appreciation or depreciation in the value of their
interest. They began receiving these quarterly reports at |east
as early as Decenber 31, 2003 (when petitioners’ interest had
appreci ated to $5,816,401), and until March 31, 2006 (when
petitioners’ interest had appreciated to $6,368,506). On their
returns for the tax years precedi ng 2006, petitioners reported
i ncone and deductions relating to the collateral and LIBOR
paynments in connection with the swap.

The Swap’s ten-year termwas apparently scheduled to end in

early 2008, but M. Wodsum believed that the reference fund was
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not performng as well as it should. He therefore inforned
Deut sche Bank in witing on February 3, 2006, of his intention to
termnate the swap effective March 31, 2006. The net payout to
petitioners in connection with the term nation of the swap was
$3, 367,611.50, all of which, the parties agree, was taxable
incone to petitioners. M. Wodsum di scussed the term nation
with M. Hopfenberg before it took place, and M. Hopfenberg
advi sed M. Wodsum when the swap had been term nated. After the
end of 2006, Deutsche Bank issued to petitioners a Form
1099-M SC, M scel | aneous | ncone, reporting “Qther incone” of
$3,379, 6112 fromthe term nation of the swap, and a
Form 1099- I NT, Interest Incone, reporting $60, 291. 69 of “Interest
i ncone”.

Petitioners’ incone in 2006

In 2006 petitioners received adjusted gross incone totaling
al most $33 million (including the $3.4 nmillion fromterm nating
the swap). Petitioners’ payors reported that incone to
petitioners and to the IRS on nore than 160 i nformation returns,
e.g., Schedules K-1 and Forns 1099, including the Deutsche Bank

Forns 1099-M SC and 1099-1 NT.

2The Deut sche Bank Form 1099-M SC shows an anount of
$3, 379,611, but the parties have stipulated that the net payout
(and the taxable incone) was $3, 367,611.50. The discrepancy is
not explained in the record. For purposes of discussion in this
Opi nion hereafter, we round the nunber to $3.4 million.
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The $3.4 million reported on Deutsche Bank’s Form 1099-M SC
was not the | argest amobunt reported on the information returns
that petitioners received for 2006. However, if the $3.4 mllion
from Deut sche Bank had been included on petitioners’ 2006 return,
it would have been the third |argest long-termcapital gain
anount reported as a line itemon Schedule D, Capital Gains and
Losses.

Preparation of petitioners’ 2006 return

For 2006 petitioners filed 27 State inconme tax returns and a
joint Federal incone tax return.

To prepare their 2006 Federal inconme tax return, petitioners
hired Venture Tax Services, Inc. (“VIS"), a niche firm
specializing in tax work for private equity and hedge funds as
wel | as such funds’ general partners. VIS enployed
M . Hopfenberg, whom petitioners had retained for investnent and
tax advice since 1996. As of 2006, M. Hopfenberg had nore than
20 years of tax conpliance and consulting experience, including
enpl oynent in the tax departnents of mmjor accounting firms. For
VIS s preparation of petitioners’ 2006 return, M. Hopfenberg
acted as reviewer. The VTS enpl oyee charged with actually
preparing the return was a Massachusetts certified public
accountant (“C.P.A.") who simlarly had nore than 20 years of tax
conpl i ance experience, including enploynment with maj or accounting

firns.
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Petitioners provided to VIS all 160-plus information
returns, including the Deutsche Bank Form 1099-M SC reporting
$3.4 million fromthe term nati on of the swap and Form 1099-1 NT
reporting $60,291. 69 of interest incone. VIS duly scanned the
Form 1099-M SC into its records for use in preparing the return.

The Form 1040, U.S. Individual Income Tax Return, that VTS
prepared for petitioners was 115 pages long. The return did
report the $60, 291.69 of interest income that petitioners
recei ved from Deutsche Bank. However, for reasons the record
does not show,® the return that VTS prepared did not include the
$3.4 mllion that Deutsche Bank paid and reported. |If the
$3.4 mllion had been included on the return, that anount would
have appeared on Schedule D as a distinct line itemin Part |I
“Long-Term Capi tal Gains and Losses--Assets Held More Than One
Year”. But, again, it was not reported on the return that VTS
pr epar ed.

Revi ew and signing of petitioners’ 2006 return

Petiti oners had obtai ned an extension of the due date for
filing their 2006 return. As a result, the return was due

Cct ober 15, 2007. At 11 a.m on that date, petitioners net with

]ln their briefs petitioners seemto inply that the om ssion
was the result of m stake or oversight by the C. P. A who prepared
the return. However, the stipulation does not state the reason
for the om ssion, and because petitioners chose to submt the
case under Rule 122, they did not call the CP.A as a wtness.
Thus, we do not know why the $3.4 nmillion was onmtted.
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M . Hopfenberg to discuss several subjects, including their
return. At that neeting M. Hopfenberg turned the 115 pages of
the return and di scussed various itens of income and deduction
wth M. Wodsum Petitioners characterize this as their
“perfornfing] nore than a cursory review of the return.”

However, the parties have stipulated that petitioners do not

recal | --
. whi ch specific itenms of inconme and deduction were
di scussed at the neeting, or
. the amount of time they spent reviewing the return, or
. the amount of tinme they spent review ng the Schedule D

and the attachnents and statenents thereto.

During the discussion of the return, M. Wodsum did not conpare
or match the itens of incone reported on the Form 1040 and its
schedules with the information returns that the third-party
payors had provided. Consequently, petitioners failed to nake
sure that all their inconme itens were reported on the return that
VTS had prepared.

Petitioners signed the return on that sanme day--Cctober 15,
2007. W assune that, when they did so, petitioners were unaware

of the omi ssion of the $3.4 mllion.*

“Petitioners argue in their brief that “Neither the tax
advi sor nor the Petitioners noticed that the tax preparer failed
to include the Deutsche Bank 1099-M SC whi ch showed i ncone of
$3,379,611.00 on the return”; but no evidence in the record
(continued. . .)
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The I RS received Deutsche Bank’s Form 1099-M SC reporting
the $3.4 mllion, conpared with petitioners’ return, and
determ ned a deficiency in tax of $521,473 and an accuracy-
rel ated penalty under section 6662(a) of $104,295. Petitioners
agreed to the assessnment of tax in the anount determ ned by the
IRS. As aresult, their tax due, which they reported as
$3, 719, 454, was actually $4,240,927. Petitioners paid the tax
deficiency plus interest.

However, petitioners filed their petition in this Court
di sputing the accuracy-related penalty. The parties jointly
submtted the case fully stipulated under Rule 122.

Di scussi on

The rel evant | aw

A Accuracy-rel ated penalty under section 6662(b)(2)

Section 6662(a) and (b)(2) inposes an “accuracy-rel ated

penal ty” of 20 percent of the portion of the underpaynent of tax

4(C...continued)
explicitly asserts that petitioners were unaware of the om ssion.
The cl osest assertion is the parties’ stipulation that
“Petitioners relied upon Venture Tax Services to prepare their
2006 tax return and include all of the itenms relating to the over
160 information returns provided to Venture Tax Services on said
return.” For purposes of this OQpinion, we interpret this
stipulation in the manner nost favorable to petitioners--an
approach admttedly at odds with the fact that they have the
burden to prove reasonabl e cause and good faith, as we show
bel ow.
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attributable to any substantial understatenent of incone tax.?
By definition, an understatenent of inconme tax for an individua
is substantial if it exceeds the greater of $5,000 or 10 percent
of the tax required to be shown on the return. Sec. 6662(d)(1).
Under section 7491(c), the Comm ssioner bears the burden of
production and must produce sufficient evidence that the

inposition of the penalty is appropriate in a given case. Hi gbee

v. Conmm ssioner, 116 T.C. 438, 446 (2001). Once the Comm ssioner
nmeets this burden, the taxpayer nust cone forward with persuasive
evi dence that the Comm ssioner’s determnation is incorrect.

Rul e 142(a); Hi gbee v. Comm ssioner, supra at 447.

B. Reasonabl e cause under section 6664(c) (1)

A taxpayer who is otherwse liable for the accuracy-rel ated
penalty may avoid the liability if he can show, under
section 6664(c)(1), that he had reasonabl e cause for a portion of
t he under paynent and that he acted in good faith wth respect to

that portion.® The pertinent regul ation provides:

SUnder section 6662(b)(1), the accuracy-related penalty is
al so i nposed where an underpaynent is attributable to the
t axpayer’s negligence or disregard of rules or regulations; and
respondent argues that petitioners’ om ssion of the inconme
reflects negligence. However, as we show bel ow, respondent has
denonstrated that petitioners substantially understated their
income tax for 2006. Thus, we need not consider whether, under
section 6662(b)(1), it is also true that petitioners were
negligent or disregarded rules or regul ations.

There are ot her defenses to the penalty that petitioners do
not invoke here; i.e., section 6662(d)(2)(B) provides that an
(continued. . .)
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The determ nation of whether a taxpayer acted with
reasonabl e cause and in good faith is made on a
case-by-case basis, taking into account all pertinent
facts and circunstances. * * * CGenerally, the nost
inportant factor is the extent of the taxpayer’s effort
to assess the taxpayer’s proper tax liability.

Ci rcunstances that may indicate reasonabl e cause and
good faith include an honest m sunderstandi ng of fact
or law that is reasonable in light of all of the facts
and circunstances, including the experience, know edge,
and education of the taxpayer. An isolated

conput ational or transcriptional error generally is not
i nconsi stent with reasonabl e cause and good faith.

* * * Reliance on * * * professional advice * * *
constitutes reasonabl e cause and good faith if, under
all the circunstances, such reliance was reasonabl e and
t he taxpayer acted in good faith.

26 CF.R sec. 1.6664-4(b)(1), Inconme Tax Regs. Wether the

t axpayer acted with reasonabl e cause and in good faith thus
depends on the pertinent facts and circunstances, including his
efforts to assess his proper tax liability, his know edge and
experience, and the extent to which he relied on the advice of a
t ax professional.

1. Application of the law to petitioners

A. Subst anti al under st at enent

The undi sputed tax deficiency attributable to petitioners’

omtted incone is $521,473. That anmount is obviously in excess

5(...continued)
under st atenent may be reduced, first, where the taxpayers had
substantial authority for their treatnment of any itemagiving rise
to the understatenent or, second, where the relevant facts
affecting the itemis treatnent are adequately disclosed and the
t axpayers had a reasonable basis for their treatnment of that
item Neither of those defenses is applicable here, where
petitioners admt that the incone was taxable and sinply allege
an i nadvertent om ssion fromthe return.
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of $5,000. That anpunt is also in excess of “10 percent of the
tax required to be shown on the return’”, sec. 6662(d)(1), because
the correct tax liability, which petitioners have conceded, is
$4, 240, 927. Petitioners’ understatenent of tax was therefore
“substantial” for purposes of section 6662(d)(1). Consequently,
respondent has carried the burden of production that
section 7491(c) i nposes.

The accuracy-related penalty is nandatory; the statute
provides that it “shall be added”. Sec. 6662(a). Petitioners
bear the burden of proving the defense of reasonable cause and

good faith. See Hi gbee v. Conmm ssioner, supra at 446.

B. Reasonabl e cause and good faith

1. Rel i ance on professional advice

For purposes of section 6664(c), a taxpayer may be able to
establ i sh reasonabl e cause and good faith (and thereby avoid the
accuracy-rel ated penalty of section 6662) by showi ng his reliance
on professional advice. 26 CF.R sec. 1.6664-4(b)(1). As we

stated in Neonatol ogy Associates, P.A. v. Commi ssioner, 115 T.C.

43, 99 (2000), affd. 299 F.3d 221 (3d Gr. 2002):

for a taxpayer to rely reasonably upon advice so as possibly
to negate a section 6662(a) accuracy-related penalty

determ ned by the Conm ssioner, the taxpayer nust prove by a
preponderance of the evidence that the taxpayer neets each
requi renent of the followng three-prong test: (1) The

advi ser was a conpetent professional who had sufficient
expertise to justify reliance, (2) the taxpayer provided
necessary and accurate information to the adviser, and

(3) the taxpayer actually relied in good faith on the

advi ser’s judgnent. * * *
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Seeking to neet these standards, petitioners assert (1) that
VTS and its attorney and C.P. A were conpetent and experienced
professionals, (2) that petitioners provided VIS with the
necessary and accurate information, i.e., the Form 1099-M SC
reporting the $3.4 mllion, and (3) that petitioners relied on
VIS to prepare the return and report the $3.4 mllion--all of
whi ch the parties have stipulated. However, for purposes of
proving reliance on professional advice, these assertions mss
t he mark.

The RS s regul ati ons define “advice” as follows:

(2) Advice defined.--Advice is any communi cati on,

i ncludi ng the opinion of a professional tax advisor,

setting forth the analysis or conclusion of a person,

ot her than the taxpayer, provided to (or for the

benefit of) the taxpayer and on which the taxpayer

relies, directly or indirectly, with respect to the

i nposition of the section 6662 accuracy-rel ated

penalty. Advice does not have to be in any particul ar
form

26 CF.R sec. 1.6664-4(c)(2). A premise only inplicit in
petitioners’ position is that their return preparer’s unexplai ned
om ssion (i.e., the omssion of what M. Wodsum knew to be

i ncl udabl e as a substantial inconme itemon their return)
constituted “advice” to exclude that item However, the fact
that the regul ation defines “advice” broadly enough to include
“any communi cation”, whether or not “in any particular forni,
provi des no grounds for reliance by petitioners: 1In United

States v. Boyle, 469 U S. 241 (1985), where the taxpayer knew or
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shoul d have known of the applicable filing deadline, he | acked
reasonabl e cause for his attorney’'s untinely filing of his
return; simlarly, since petitioners knew their Form 1099 incone
shoul d have been included, they | ack reasonable cause for their
preparer’s failure to include the incone.

In order to constitute “advice” within the definition of the
regul ati on, the conmunication nust reflect the adviser’s
“anal ysis or conclusion”. The taxpayer nust show (in the words

of Neonat ol ogy Associates, 115 T.C. at 99 (enphasis added)) that

he “relied in good faith on the adviser’s judgnent.” Petitioners
present no testinony of the preparer (nor any other evidence) to
show that the inconme was omtted fromthe return because of any
“anal ysi s or conclusion” or “judgnent” by VTS that the inconme was
not taxable. \When the Suprene Court discussed the “reasonabl e
cause” defense in Boyle, it characterized the rel evant
professional role as giving “substantive advice”, id. at 251, and
contrasted that professional function with things that “require[]
no special training”, id. at 252. No “special training” was
required for M. Wodsumto know that the law required himto
include on that return an itemof inconme that he had received and
t hat Deutsche Bank had reported on Form 1099. The i ncl udi ng of
that income on their tax return is what petitioners say they

i nt ended when they handed over their information returns to VIS
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Petitioners nake no suggestion that VTS gave them
“substantive advice” to omit the $3.4 million or that petitioners
relied on any such substantive advice. On the contrary,
petitioners stipulated that they “relied upon Venture Tax

Services to prepare their 2006 tax return and include all of the

itens relating to the over 160 information returns provided to
Venture Tax Services on said return”. (Enphasis added.) There
is no evidence that when VTS instead onmitted the $3.4 million, it
t hereby was exercising “analysis” or “judgnment” or was meking a
pr of essi onal recommendation to petitioners; rather, it was
failing, in that specific instance, to carry out petitioners’
general instruction. |In signing the return thus erroneously
prepared, petitioners were not deliberately follow ng substantive
pr of essi onal advice; they were instead unwittingly (they contend)
perpetuating a clerical m stake. The defense of reliance on

pr of essi onal advi ce has no application here.

2. Return preparer’s error

More pertinent to this case is the principle, quoted above,
that “[a]n isolated conputational or transcriptional error
generally is not inconsistent with reasonabl e cause and good
faith.” 26 CF. R sec. 1.6664-4(b)(1). However, petitioners
fail to place their understatement within the category of
“conput ati onal or transcriptional error[s]” because they provided

no evidence to explain the nature of or the reason for VIS s
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om ssion of the $3.4 mllion. It may be (and petitioners seemto
expect the Court to assune) that the om ssion was the result of
the C.P. A 's oversight of one Form 1099 am d 160 such forns, but
no actual evidence supports that characterization. The om ssion
i s unexpl ai ned, and since petitioners have the burden to prove
reasonabl e cause and good faith, this evidentiary gap works
agai nst their defense.

Even if we assume that the $3.4 million om ssion was an
i nnocent oversight by the return preparer, the reasonabl e cause
defense is unavailing here. Taxpayers sonetines do avoid the
accuracy-rel ated penalty by show ng that their understatenent was
the result of a return preparer’s error. See, e.g., Thrane v.

Commi ssi oner, T.C Menp. 2006-269, 92 T.C M (CCH) 501.°

However, as we stated in Metra Chem Corp. v. Commi Ssi oner

88 T.C. 654, 662 (1987) (citations omtted):

‘I n Thr ane,

The erroneous inconme figure for Wndsor ($414, 845)
appeared only on a worksheet to the Schedul e E attached
to petitioner’s Form 1040. That figure required a
further offsetting adjustnment before being reported on
the face of the Schedule E as $378,428. Thus, only a
rat her detailed tracing through the Schedule E

wor ksheet woul d have alerted petitioner to the error at
I ssue. * * *

92 T.CM (CCH at 503. 1In this case, however, the facts are
quite different, in that the $3.4 mllion figure on the

Form 1099- M SC shoul d sinply have appeared as a distinct and
visible entry on Schedul e D
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As a general rule, the duty of filing accurate
returns cannot be avoi ded by placing responsibility on
a tax return preparer. As the petitioners have noted,
this Court has declined to sustain the addition to tax
under section 6653(a) in cases in which the taxpayer
relied in good faith on the advice of a tax expert.
However, a cl ose exam nation of these cases reveals
that they raised questions as to the tax treatnent of
conpl ex transactions and that the position taken on the
returns with respect to such itens had a reasonabl e
basi s.

This case presents no such difficult issues.
Ronal d Laroche sinply failed to report over $10,000 in
cash dividends which he received from corporations
controlled by him R chard Laroche simlarly failed to
report over $6,800 in such dividends. The unreported
di vi dends constituted over 21 percent of Ronald and
Beverly Laroche's gross inconme for 1977 and over 20
percent of Richard and Shirley Laroche s gross incone
for such year. W believe that such a substanti al
underreporting of inconme would not have gone unnoti ced
if the petitioners had made even a cursory revi ew?® of
their returns. Under such circunstances, the
petitioners may not shift responsibility for the
accuracy of their returns to their accountant.

However conplex the swap may have been in its creation and its
operation, its termnation resulted in Deutsche Bank’s issuing to
petitioners a standard and unconplicated Form 1099-M SC t hat,

petitioners admt, should have resulted in a distinct and

8 thus observed in Metra Chemthat a “cursory review
woul d have di scl osed the underreporting in that case.
Petitioners attenpt to construe this passage in the Metra Chem
Opi ni on as announcing a rule that the reasonabl e cause defense
requires only a “nore than cursory review'. Metra Chem does not
state this |ow standard. As we explain below, what is required
for “reasonable cause” is that the taxpayer conduct a reviewthe
purpose of which is to “nmake sure all incone itens are included.”
Magi Il v. Conmi ssioner, 70 T.C 465, 479-480 (1978), affd. 651
F.2d 1233 (6th Cr. 1981).
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identifiable entry on Schedule D of their return. Like Metra
Chem “This case presents no such difficult issues”. |I|d.

“Even if all data is furnished to the preparer, the taxpayer
still has a duty to read the return and nake sure all incone

itens are included.” Mugill v. Conm ssioner, 70 T.C. 465,

479-480 (1978), affd. 651 F.2d 1233 (6th Cr. 1981).° W do not
hold that a taxpayer nmust duplicate the work of his return
preparer, or that any om ssion of an inconme itemin a return
prepared by a third party is necessarily fatal to a finding of
reasonabl e cause and good faith on the taxpayer’s part. Rather,
for purposes of this opinion, we assune that the reasonabl e cause
defense may be available to a taxpayer who conducts a review of
his third-party prepared return with the intent of ensuring that
all incone itens are included, and who exerts effort that is
reasonabl e under the circunstances, but who nonetheless fails to
di scover an om ssion of an income item

M. Wodsum however, nmakes no show ng of a review
reasonabl e under the circunstances. He personally ordered the
term nation that gave rise to the inconme; he received a

Form 1099-M SC reporting that incone; that anount should have

°See al so Bailey v. Comm ssioner, 21 T.C. 678, 687 (1954)
(“The duty of filing accurate returns cannot be avoi ded by
pl aci ng responsibility upon an agent. The fact that petitioner
told the person who nmade up the partnership return about the sale
of leasehold interests totaling $83,500 cannot excuse his failure
to read the return and ascertain the inclusion of this iteni).
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shown up on Schedule D as a distinct item but it was omtted.
The parties stipulated that petitioners’ “review of the
defective return was of an unknown duration and that it consisted
of the preparer turning the pages of the return and di scussing
various itens. Petitioners understated their inconme by
$3.4 mllion--an anmount that was substantial not only in absolute
terms but also in relative ternms (i.e., it equal ed about
10 percent of petitioners’ adjusted gross incone). A review
undertaken to “make sure all inconme itens are included” (in the
words of Magill)--or even a review undertaken only to nmake sure
that the major incone itens had been included--should, absent a
reasonabl e expl anation to the contrary, have reveal ed an om ssi on
so straightforward and substanti al .

I n eval uati ng reasonabl e cause, “the nost inportant factor
is the extent of the taxpayer’s effort to assess the taxpayer’s
proper tax liability.” 26 C.F.R sec. 1.6664-4(b)(1). But
petitioners do not recall how nuch tinme they spent review ng the
return, how much tinme they spent review ng Schedule D, or which
incone itens they reviewed; and they recall that they did not
conpare or match the itens of incone reported on the return with
the information returns they had received. They have thus failed
to prove the “nost inportant factor”--i.e., “the taxpayer’s
effort”. Petitioners did not fulfill their duty to review the

return that VTS had prepared.
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M. Wodsumterm nated the swap ahead of its set term nation
dat e because his watchful eye noted that it was not perform ng
satisfactorily as an investnent. That is, when his own receiving
of income was in question, M. Wodsumwas evidently alert and
careful. But when he was signing his tax return and reporting
his tax liability, his routine'® was so casual that a half-
mllion-dollar understatenent of that liability could slip
bet ween the cracks. W cannot hold that this understatenent was
attri butable to reasonabl e cause and good faith.

To reflect the foregoing,

Deci sion will be entered

for respondent.

By way of analogy, 26 C.F.R sec. 1.6664-4(b)(1) suggests
that an error on a corporate return, arising from*“data conpil ed
by the various divisions of a multidivisional corporation”, may
result fromreasonabl e cause “provided the corporation enpl oyed
internal controls and procedures, reasonabl e under the
ci rcunst ances, that were designed to identify such factual
errors.” Petitioners here | acked “controls and procedures,
reasonabl e under the circunstances”.



